Much of the previous literature relating to auditor liability has focused on individual issues in isolation. This paper aims to integrate the key issues, considering the rationale, cost and implications of the audit liability regime and overviewing the current calculus used to assess damages and reforms suggested to limit liability. It is submitted the current liability regime as it applies to auditors is too severe, inequitably imposing substantial costs on auditors. Consistent with recent literature, it is argued that a better solution would appear to be the introduction of a proportional liability regime accompanied by a mandatory requirement that directors hold professional liability insurance as well as reform to the calculus used to assess damages. 
Introduction
In recent times, audit liability has become a matter of increasing concern, attracting the attention of practitioners and academics alike. In the face of large claims and the escalating cost of indemnity insurance cover in North America, Europe and Australia, there has been a great deal of lobbying by firms and institutes for changes in the law, focused on the principle of joint and several liability in particular. In addition, a refocus on issues of corporate governance and a general perception that directors should take a more proactive role in corporate management has further elevated the issue. 1 Auditing is a critical element of the contemporary corporate marketplace. A substantial body of empirical research has documented the importance of auditors and audit quality. 2 However, in recent years, challenged by stagnant * I would like to thank Angus Corbett for his feedback, encouragement and inspiration. 1
This renewed interest in corporate governance issues reflects a number of factors including the experience of the 1980s which, according to the Hoare Panel, 'left deep residual concerns about standards of corporate governance, the reality of legal enforcement and the integrity of company disclosure', prodding from institutional shareholders, increasing internationalisation, deregulation, and ever-changing competitive environments. See revenues, increased competition, broader sources of information, more sophisticated and reliable accounting software and greater on-line access to databases, auditors have been forced to reinvent their services. The evidence in relation to fee revenue highlights the slow decline in the importance of the statutory financial statement audit from the perspective of the public accounting firm. The Elliott Committee reports that over the last seven years real accounting and auditing revenues for the top 60 firms have been flat despite growing GDP.
3
Elliott concludes:
The market seems saturated; there is overcapacity and price competition; and the inherent reliability of accounting data has increased with improvements in business information systems. In short, studies examining the characteristics of firms with audit switching have found that switches to Big Five firms were associated with size, leverage and growth increases 3 AICPA Elliott Committee, The Elliott Report (1997) Further, the audit fee ratio reported in Figure 3 below (measuring the average of the ratio of audit fees to company assets where assets are measured in thousands of dollars) evinces a decline from 1.134 in 1982 to 0.595 in 1995, indicating that there has been a real decline in returns to auditors. 1982  1983  1984  1985  1986  1987  1988  1989  1990  1991  1992  1993  1994  1995 Audit fee ratio Salary index
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6 As Craswell points out, changes in the professional regulation in the early 1980s led to an increase in price competition among auditors. With the relaxation of professional rules which inhibited competition among members of the professional bodies, audit fees adjusted downward. The real decline in returns to auditors has also been attributed, in part, to changes in audit methodology during the decade of the eighties. Craswell points out that auditors embraced a more risk-based approach and there was an increase in the use of computers to analyse client data. This enabled auditors to reduce costs by substituting capital for labour and by using labour more efficiently. See Craswell A, Who Audits Australia? (1996) The Accounting Foundation within the University of Sydney. 7
The Salary Index is calculated using median starting salaries for accounting graduates published by the Careers and Appointments Service of the University of Sydney. The CPI (all groups weighted average for eight capital cities, base 1982 = 1.000) and the GDP deflator (implicit price deflator, gross domestic product, base 1982 = 1.000) have been extracted from the Australian Bureau of Statistics.
As indicated in Figure 3 , the decline in the audit fee ratio from 1982 to 1995 occurred at a time when auditors were experiencing increasing costs, in the form of increases in salaries and inflation.
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Many commentators have called for a widening in the scope of assurance and many audit firms appear (or at least purport) to be actively reengineering their approach in an effort to provide value beyond the audit opinion. Given the imminent expansion of assurance services (and therefore exposure to litigation), an investigation of liability schemes is particularly timely and germane.
Audits have been said to be 'admission tickets' 9 for investors and creditors. It has been widely argued that investors and lenders tend to treat business failures as audit failures, and often look to the auditor when searching for a solvent party from whom losses may be recovered. 10 Although auditors may be comforted by recent decisions in relation to liability to third parties, 11 the potential scope of the liability to companies and liquidators remains broad. As Lord Bridge classically stated in Caparo Industries v Dickman:
In advising the client who employs him, the professional man owes a duty to exercise that standard of skill and care appropriate to this professional status and will be liable both in contract and in tort for all losses which his client may suffer by reason of any breach of the duty. 14 Ultimately, the theoretical problem of auditor liability is to design an optimal mechanism which provides incentives to auditors not to shirk without amounting to an excessive burden.
Much of the previous literature relating to auditor liability has focused on individual issues in isolation. This paper aims to integrate the key issues, considering the rationale, cost and implications of the audit liability regime and overviewing the current calculus used to assess damages and reforms suggested to limit liability. It is submitted the current liability regime as it applies to auditors is too severe, inequitably imposing substantial costs on auditors. Consistent with recent literature, it is argued that a better solution would appear to be the introduction of a proportional liability regime accompanied by a mandatory requirement that directors hold professional liability insurance as well as reform to the calculus used to assess damages. The next section locates auditing in its social and legal context. This is followed by a appraisal of the current calculus to assess damages. The rationale and the appropriate level of liability is then considered, followed by a critical evaluation of proposals suggested to limit liability in Australia. The final section summarises the major themes and concludes the article.
Background
Auditing has historically been concerned with the faithful and accurate accounting of economic resources. This concern arises from the imperative of maintaining accountability in the presence of agency conflicts between the management and owners of a firm. 15 Over time, this notion of accountability has expanded as new standards of performance were established by interest groups. 16 The underlying philosophy has, however, remained constant: essentially one of In addition to agency theory, a number of theoretical frameworks have been put forward to more completely explain the demand for auditing services and the behaviour of auditors. These include information theory, insurance theory, legislated demand theory and contracting theory.
ensuring that accounting records have been kept and verifying compliance with generally accepted accounting principles.
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The audit report, the most tangible output of the process, adds credibility to the published financial statements. Pursuant to ss 331A(1)(a) & 315(2) of the Corporations Law, a public company's auditor must report on the financial statements for an accounting period which must be presented to the annual general meeting. The report must extend to the company's accounting records and any other records that relate to those financial statements (which encompasses the consolidated accounts (if any) of the company): s 331A(1)(b). For large proprietary companies and certain small proprietary companies which are not disclosing entities, the auditor must give the report to the company's directors soon enough for the directors to comply with their obligations to provide eligible shareholders with copies of the financial statements, directors report and statement and auditors report prior to the deadline for a financial year: ss 331A(2), 315(3A). According to the Corporations Law, an auditor's report must state whether or not, in the auditor's opinion, the financial statements are properly drawn up:
(i) so as to give a true and fair view of the statutory matters with which they are required to deal: s 331B(1)(a)
(ii) in accordance with the Corporations Law: s 331B(1)(b); and (iii) in accordance with applicable accounting standards: s 331B(1)(c).
A number of empirical studies from Australia and abroad reveal an upsurge in audit litigation in the past decade. 18 Globally, important factors in the escalation of litigation include the economic recession of the late 1980s, with the accompanying increase in the number and size of corporate failures and an increase in the range of parties seeking compensation in some jurisdictions, to include shareholders and creditors. 19 In the United States, the impact of class 
The Calculation of Damages
It is trite law that a duty of care will be owed by the auditor only if it is foreseeable that if the advice is negligent, the recipient would be likely to suffer damage, and there is a sufficiently proximate relationship between the parties and it is just and reasonable to impose the liability. An auditor owes a duty of care to a third party if the auditor makes a statement with the intention of inducing the third party, or a class which includes that third party, to act or refrain from acting in a particular way in reliance on the statement. 21 A court, in determining an auditor's duty of care, will be influenced by the professional opinion and evidence of competent and experienced auditors in reference to practices and standards of the profession.
22
The calculus of damages for pure economic loss is the same as for other kinds of damage -the objective of the compensation in tort is to restore the plaintiff to the position which they would have been in if there had been no tort. 23 Where 'damage' is defined in terms of a purchase of an asset or equity induced by negligent misrepresentation, damages are assessed by reference to the full loss incurred by the plaintiff -the amount which the representee would have had available as at the date of exit from the investment, had the investment not been made.
24
In Australia, the system of liability for auditors is the result of the 'interaction of a statutory regime regulating the disclosure of financial information by companies 25 with the liability principles embodied in the common law' 26 . It has been suggested that the legislative scheme which creates the statutory duty of care is aimed at ensuring the disclosure of information rather than the attribution of fault. This argument suggests that using the statutory duty to allocate blame is misplaced; formulated without reference to either the actual services provided by auditors or to the 'damage' caused by the auditor's breach of duty. One commentator states:
It is this disjuncture between the formulation of the duty of care and the identification of the damage which has exposed auditors to indeterminate levels of liability...The underlying problem with the system of liability for auditors has therefore been a set of absolute statutory duties on the one side and the probability that breach of those duties will produce indeterminate levels of liability on the other side. In this context, there is no principled way in which the ordinary methods of the common law can be used to identify the 'damage' caused by auditors' negligence. 27 Corbett argues compellingly for a relational or constitutive model of legal responsibility, producing outcomes in which there is a rational nexus between fault and liability. He proposes a new liability regime based on information costs which preserves Common Law duty of care principles but defines damages in terms of the 'deprivation of opportunity' rather than actual physical or monetary loss'. The central element of the proposal for reform is that the measure of damages be equal to the cost to the plaintiff of obtaining information of a better quality from an alternative source. 28 The aim of this proposal is to produce a Hoffman, who delivered the major judgment invoked common sense and said it was not fair and reasonable that the valuer should be liable for a loss that would have occurred even if the assessed value had been the correct value (that is, due to market forces). 25
The regulatory scheme for the disclosure of financial information is both detailed and complex. Financial statements are required to comply with regulations included in Schedule 5 of the Corporations Law which vary according to the level of 'public involvement': s 297. Every member is entitled to a copy of financial statements (comprising the profit and loss statement and the balance sheet, directors' statements) (s 316) which must be audited and contain an audit report: s 296. Within one month of an annual general meeting every company must submit an annual return to the ASIC providing basic information regarding the status of the company, the identity of its directors, its registered office and its share capital: s 225; Corporations Regulations 1990 (C'th) reg 3.8.01. Further layers of regulation are imposed by the Australian Stock Exchange (ASX) on listed companies. LR 3.1 demands that once a disclosing entity (which includes listed companies) becomes 'aware of any information concerning it that a reasonable person would expect to have a material effect on the price or value of the entity's securities, the entity must immediately tell ASX that information'. As Shaddock shows, the measure of damages is the amount of money necessary to restore MGICA to the position it was in before the statement was made, subject to the loss being foreseeable...there being no issue that the loss new system of liability which 'mimics' the operation of the Common Law in circumstances in which the Common Law has been irremediably modified by operation of the Corporations Law. While this argument is theoretically attractive and sustainable in principle, its practicability is questionable and it is difficult to envisage parties being comfortable with adducing evidence along these information cost lines.
Where to Draw the Line -Reassessing the Proper Allocation of Liability
The question of audit liability is a complex and controversial one, invoking a range of considerations and responses. In a review of proposals aimed at limiting the liability of auditors, Langfield-Smith states that a major deficiency of much of the debate and discussion of the issue is the failure to establish that there is a need to limit the liability of auditors. 29 This section considers the cost and implications of the liability regime and sets out a policy framework in favour of a reduction in the severity of audit liability.
From an economic perspective, a stringent audit liability regime has several ramifications. Firstly, it may provide an incentive to auditors to increase their effort and perform more thorough audits (to the extent that this reduces their expected liabilities).
30 Alternatively, as a defensive measure, auditors may change the nature of the audit they conduct and avoid expressing an opinion on matters which might expose them to a potential liability, thereby reducing the information content of the audit report. A related impact is that auditors may seek to minimise liability by selecting their clients carefully. Further, shareholders and creditors may have reduced incentives to exercise their corporate control rights as a result of being implicitly insured by the audit liability regime. In summary, while the presence of audit liability is an important motivating mechanism, some aspects of a severe liability system may motivate suboptimal behaviour, and potentially result in adverse effects on corporate governance and capital market efficiency; problems of command and control regulation. 31 attributable to the fall in value of the property was foreseeable, the damages should compensate for the whole of MGICA's loan, including that portion attributable to the fall in the property market. An audit relationship will be governed by some combination of private contract, legislation, regulations and standards set by the audit profession itself; despite these constraints, auditors will always have a significant amount of discretion in how they conduct audits. The adoption of generally accepted standards for audit does not remove the need for auditors to exercise good judgment in how audits are conducted; audit can never be fully mechanised. Appropriate incentives guard against loss of independence, and underpin the credibility of independent audit. However, it should be noted that in addition to the incentives provided by litigation, other important incentive mechanisms impinge on auditors including reputational incentives for the audit firm and career concerns of individual auditors. 31
Franz, Crawford and Johnson develop a model whereby litigation against an audit firm affects the market value of all its publicly traded clients (including the market value of the firm's clients that are not involved in the litigation). The authors suggest that this result is driven by two factors: first the allegation of audit failure damages the audit firms' reputation for providing quality services which adversely affects the perceived quality of its clients' audited financial statements and second that the initiation of a lawsuit against an audit firm creates the possibility of a significant decrease in the audit firm's financial resources. 36 For example, the failure of embryonic firms to obtain an audit from a high reputation auditor is likely to frustrate their access to capital markets. This is particularly germane in IPOs. It may mean that innovative firms could be forced to delay obtaining a public listing as a result of difficulties in obtaining an audit from an auditor with high reputational capital.
Notwithstanding client screening, evidence suggests that the cost of practice protection measures are an increasing proportion of auditors' overall costs. Furthermore, a 1990 survey of small CPA firms in California found that only 53% were willing to do audit work (down from 61% in 1988). Of these, 32% were discontinuing audits in perceived high-risk sectors. 40 This raises issues about the long-term viability of the small/medium size audit market and the ability to obtain and retain qualified individuals.
It is thus clear that the liability regime is imposing huge costs on audit firms. In the US, the 1992 Big Six White Paper argued that the accounting profession is the subject of a significant amount of nonmeritorious litigation.
41 Defending claims is difficult, time-consuming and financially burdensome. Palmrose provides evidence from 1972 to 1992 in the US indicating that it took an average of 3.7 years to conclude suits that resulted in either charges being dismissed or auditors making no payments to plaintiffs. 42 Taking an extreme position, IFAC submits that professional indemnity insurance may even have the perverse effect of attracting litigation by increasing the pot of money potentially available for settlements.
From a policy point of view, there are important qualifications to the role of the auditor as a 'reputational intermediary'. 43 One is that participants in the market receive information about the company from a variety of sources before it is released in a formal manner to shareholders at each annual general meeting. Theoretically anyone who makes a decision based largely on the results of an auditor's report and suffers a loss due to negligence in preparation by the auditor deserves compensation. Realistically, however, this is not usually the case. Most participants in the financial markets receive information from a number of sources Another is that there are a number of other ways in which participants in the securities market can verify the accuracy of the information available to them.
45
Each of these factors has the effect of reducing the extent of the role of the auditor as the person responsible for verifying the accuracy of financial information held by participants in the market. Practically, the client is in the expert position and also in the position to disseminate the audit report to any entity it chooses and the auditor does not control who receives the work product.
As Scherl notes, 'in essence, despite a limited role in the process, the auditor potentially faces 'massive' liability in a negligence suit by nonclients'.
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There is recent judicial recognition of the need to strike a more even balance.
The essence of this policy is demonstrated by Rogers J in Brown & Hatton v National Australia Bank:
I think I should make it clear that it is a matter of profound concern that directors should bear their proper share of responsibility with respect to losses suffered by their company. It is socially and commercially unjust and inappropriate that directors should escape liability completely and that the full burden of responsibility should rest on auditors.
Indeed, it is no coincidence that the courts allowed the defence of contributory negligence to auditors in the same decision in which they raised the standard of due care and diligence of directors.
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Acemoglu and Gietzmann have shown that an intermediate level of legal liability has a positive role to play as a commitment device for auditors to signal their intentions to perform their duties with care. 48 It is submitted that the current regime as it applies in Australia exceeds this intermediate level and suggestions for reform should not be dismissed as motivated by crude self-interest alone. 49 The evidence with respect to client screening; practice protection measures and recent litigation trends support this view. Moreover, liability is a blunt, prior to the formal release of financial statements by companies. According to the Efficient Markets Hypothesis, formal financial statements do not provide investors with new information which can be traded for profit. There are many means through which information reaches the securities market. The immediate consequence of this is that auditors when auditors verify the accuracy of the information provided to shareholders at each annual general meeting they are for the most part verifying the accuracy of information already in circulation and impounded into share price. 45 Corbett argues that 'the first amongst these is that all participants in the securities markets are forced to rely on the effectiveness of a company's system of corporate governance. See Corbett A above n 26. In our model, if the legal liability is set too high, the audit market may collapse because it becomes more expensive to hire auditors who must insure against possibly very high legal liability claims. Set too low, market existence issues may also arise because there comes a point when shareholders do not value audits because they no longer have a clear reason to believe in the independence of auditors and the value of audited financial reports (unless such independence can be ensured by means of private contracts).
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cf Lee T, 'The Audit Liability Crisis: They Protest Too Much!' (1992) December, Accountancy 102.
unsophisticated instrument for providing appropriate incentives to auditors. Independently, audit firms' concern for their own reputational capital and partners' career concerns pose substantial incentives. The audit profession also has structures in place to police audit quality. 50 Reforms may reduce the need for defensive audit, ease the pressure on auditors to select among and reject potential clients, improve the information content of audit reports and the incentives for other parties in the corporate governance process and give rise to a more defensible nexus between damage and damages.
An Overview of the Proposed Schemes to Limit the Liability of Auditors
Fundamental to the issue of the litigation is the doctrine of joint and several liability, which allows a plaintiff to recover entirely from any of the tortfeasors who caused the loss independent of their relative culpability. The fundamental purpose of joint and several liability is no doubt intended to provide the maximum opportunity for damaged parties to recover their losses. However, it is submitted that this principle causes injustice where insured auditors are sued rather than the more blameworthy but less attractive player. Small suggests that it substitutes one inequity for another:
It is difficult to see the fairness of a system that imposes a liability on a defendant out of all proportion to that defendant's actual responsibility for the damage suffered. This is merely replacing one inequity -that of a plaintiff being unable to fully recover damages -with another: a defendant having to pay far more than is just.
51
The auditing profession, both in Australia and overseas, has responded to a perceived 'litigation crisis' by lobbying for schemes to limit the liability of auditors. A recent report published by the Auditor's Legal Liability Task Force of the International Federation of Accountants (IFAC) details a range of mechanisms by which a limitation of auditor liability might be achieved. 52 The aim of this section is to overview some of the proposals attracting the most prominence in Australia: capping the amount of liability, incorporation of the firms of auditors, reforms to the law of joint and several liability and the introduction of limited liability partnerships.
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IFAC argues, somewhat unconvincingly, that the Czech experience is indicative of the efficacy of the reputational mechanism. There is no liability for auditors in this jurisdiction. Substantially, Big 5 auditors deal with major assignments. IFAC goes on to draw an analogy with the forms of certification services:
An interesting analogy can be drawn with other forms of certification services. Credit rating agencies, for example, make judgements concerning the financial strength of companies and so there are some similarities to auditors. However, they do not incur any liability in providing this information to users. Like an auditor, a credit rating agency's services are only of value if the information it offers is credible. Although liability does not provide an incentive for the information issued to be accurate, the reputation mechanism does.
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Small B, 'When the Well Runs Dry' (1994) June, Charter 14. 52
These include replacing joint and several liability with proportionate liability, allowing audit firms wider organisational options, providing for the limitation of liability in contract, putting in place penalties to discourage plaintiffs filing 'frivolous' suits, enacting statutory requirements for adequate insurance cover of both company directors and auditors, introducing statutory limits to auditor liability to third parties in negligence, reducing the auditors' professional responsibilities to third parties, strengthening privity standards and tightening the statute of limitations.
Capping
As a broad proposition, capping involves the statutory imposition of a limit to the quantum of liability for which a specific party can be held liable. This mechanism may take many forms including calculation as a multiple of the audit fees for a particular audit, or related to the amount of equity in the partnership, the amount of professional indemnity insurance cover or the assets of the partners. 53 The multiple of fee charged limit assumes that there should be a nexus between the extent of liability and 'the worth of the task performed as reflected in the fee paid for it'. It has been recognised that such a scheme would result in an incentive for the auditor to charge the smallest fee compatible with covering direct audit costs, and may result in the amount of work undertaken in carrying out the audit being determined by the desire to limit liability regardless of the risks involved in such a course of action. 54 Internationally, Germany, Austria, Greece and Portugal all currently have fixed statutory caps on liabilities arising from statutory audit work. Ironically, Gietzmann and Quick report that in Germany (where liability is restricted), many auditors are calling for increases in liability. 55 In Australia, the possible solution of statutory cap on auditors liability was entertained by the Companies and Securities Law Review Committee in 1986. Despite support from some sources, the initiative was not transposed into legislation by the Australian Commonwealth Government. Legislation providing for statutory caps on the liability of all professionals was, however, enacted in New South Wales in December 1994. 56 Western Australia proclaimed similar legislation in September 1997.
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The New South Wales legislation requires approval by the Professional Standards Council of any scheme proposed by occupational associations on behalf of their members. 58 Under the legislation, a scheme may limit the liability of an action in two ways: it can either state a maximum dollar amount, or a 53 A survey of practitioners from Big Five, second tier and small practitioner firms in Australia predictably found overwhelming support for some form of limitation of the auditors' liability. The two favoured methods of limitation were a prescribed maximum liability as a multiple of fee charged for the audit, and a prescribed maximum liability as a percentage of assessed financial loss arising from the faulty audit: Adams K and Kimber D, 'To Limit or Not to Limit?' (1990) April, Charter 48. 54
One method of abuse might be to agree to a low audit fee but charge premium amounts for other work (such as management consulting projects and taxation advice, however clients may not be willing to accept this as it effectively limits any future claims that the client may have against the negligent auditor. 55
Gietzmann M and Quick R, 'Capping Auditor Liability: The German Experience' (1998) 23(1) Accounting, Organizations and Society 81-103. The authors find that in practice German auditors were content to increase to liability cap as part of a broader strategy to dilute pressures for an extension of their duties. Like their counterparts in other countries, German auditors were constantly being pushed into new roles with ever greater expectations. Acceptance of a higher liability cap, a seemingly irrational move, was thus a defensive initiative. 56
Professional Standards Act 1994 (NSW). Assent was given on 12 December 1994. 57
Professional Standards Act 1997 (WA). Assent was given on 18 September 1997. 58
Professional Standards Act 1994 (NSW) s 7. The approval process for a particular scheme involves a period of public exposure and comment and possibly a public hearing: ss 8, 9 & 11. Once the Council has considered matters such as the parties who will be affected by the scheme, the history of claims against members of the occupational association and the cost of professional indemnity insurance (s 10), the Council may submit the scheme to the Minister for approval: s 12. Under the Act, the scheme commences two months after its gazettal by the Minister (unless otherwise specified): s 14. Persons adversely affected by proposed schemes can appeal to the Supreme Court for remedy: s 15.
multiple to be applied to the reasonable charge for the services provided to which the action relates. 59 In return for the benefits accruing from participation in the scheme, professionals may be obliged to carry a prescribed amount of professional indemnity insurance 60 or maintain a minimum amount of business assets 61 (or some combination thereof). 62 An occupational association seeking the approval of a capping scheme must also provide the Professional Standards Council with details of proposed risk management strategies. 63 The scheme has not been without its critics. A report of the Working Party on the Ministerial Council for Corporations noted that capping in only two states could lead to 'forum shopping' by professionals, and that unless federal legislation was introduced to overcome the effect of the Trade Practices Act 1974 (Cth), capping may be of little benefit.
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Any capping proposal is susceptible to criticism alleging that it is inherently arbitrary. Such a mechanism also fetters the Court's discretion, flexibility and dampens its sensitivity to individual circumstances. 65 It has also been argued that the imposition of a statutory cap deals only with the excessive damages problem and does not reduce the significant costs of litigation and may undermine the credibility of the audit report. In 1995, the Victorian Attorney-General, Mrs Jan Wade, indicated that Victoria will not permit the introduction of a statutory cap. She commented:
A cap means persons who suffer losses are not recompensed, and I suppose there is a thing with damages, if you reduce the impact of them, (auditors) are perhaps not as careful as they should be.
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To this end, Anderson states:
An audit report with capped liability would imply that auditors are saying: The financial statements are true and fair, but only to the extent of our professional indemnity insurance; we are not so convinced of the fact that we will stake our partnership and private assets as well. worth. 68 Other relevant considerations include taxation implications, and the associated increase in public scrutiny which may be unpalatable to audit partners.
Proportionate Liability
Proportionate liability apportions fault amongst all those responsible and may operate in a number of ways; enlivened when a defendant is partly at fault, when a defendant is insolvent or when a defendant's proportionate blame is less than a stated threshold. This effectively means that if one of the defendants is insolvent, the unrecovered loss will fall on the plaintiff, not the remaining solvent defendants. 69 Significantly, the Report of Stage Two of the Inquiry into the Law of Joint and Several Liability recommended the adoption of a scheme of proportionate liability, in all actions in the tort of negligence in which the plaintiff's claim is for property damage or purely economic loss. 70 However, as several commentators have noted, if proportionate liability is introduced, plaintiffs may be undercompensated in many cases involving claims against auditors, directors and the audited company. Certainly, auditors are often sued for negligent misstatement by shareholders and creditors of companies because those companies are now insolvent and unable to meet their obligations. 71 This has led to several calls for mandatory insurance for directors, which may deflect litigation away from the audit community. 72 There are strong arguments to support such a regime. Both capping and incorporation diminish the credibility of the audit report, and neither is entirely beneficial to the auditor, nor to financial statement users. Proportionate liability does not involve a reduction of the auditor's responsibilities in relation to the conduct of the audit and the production of the audit report. The liability of auditors is not reduced because proportionate liability allows them to rely blindly on information supplied by management. Rather, the reality that errors in the financial statements are partly due to the negligence of the company and its directors in failing to prevent their inclusion is acknowledged. 73 The mandatory requirement 68 Such a suggestion is in no doubt prompted by the practice of entering into schemes and arrangements with the dominant purpose of placing assets outside the reach of possible future judgment creditors. 69
The report also recommended that claims against professionals for misleading and deceptive conduct under s 52 of the Trade Practices Act 1974 (Cth) and the state Fair Trading Acts also be subject to proportionate, rather than joint and several, liability: ibid at 39. A related concern is the suggestion that a condition precedent for bringing an action against the auditor should be that all existing remedies against those with primary responsibility must have been exhausted: CSLRC Discussion Paper, paragraph 54. However, as Langfield-Smith points out, such a condition precedent would substantially increase the costs of litigation and force delays to be borne by the innocent victims of the neglect of duty on the part of the auditor and management. A more effective solution would be to require the delinquent directors and managers to be made defendants in all actions against auditors.
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Auditors who are members of the two leading professional societies (the Institute of Chartered Accountants in Australia (ICAA) and the Australian Society of Certified Practising Accountants (ASCPA)) are obliged to have professional indemnity insurance, for the compensation of persons suffering loss as a result of the act or default of an auditor. For example, the Institute of Chartered Accountants in Australia by-laws paragraph 407 provides that each principal in public practice is required by the professional associations to have a minimum level of insurance of $250,000. Such insurance must cover 'either any civil liability or any act, error or omission of an insured providing the services for a current Certificate of Public Practice is required' and must be maintained for seven years after the person has ceased to practice. 73 See Anderson H, above n 66.
that directors of companies hold a minimum level of insurance increases the appeal of this alternative.
Limited Liability Partnerships
This structure has been described as a 'pseudo-corporation', 74 in the sense that limited partners are only responsible for the debts and obligations up to the amount they have agreed to contribute to the firm. 75 The principal advantage of limited liability partnerships is the preservation of unlimited liability of the engagement partner responsible for the audit whilst offering some protection to 'innocent' partners. In this regard Walker notes:
It is plainly inequitable that individuals who may have had no knowledge or involvement with the audit of a particular company should face financial ruin because of the mistakes of their partners.
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In the United States in 1994, each of the Big Five auditing firms have taken the opportunity to form limited liability partnerships under legislation enacted in 1994. In Australia, at present Limited Liability Partnership Acts exist in Tasmania, Western Australia, New South Wales, Queensland and Victoria. 77 These Acts require significant amendment before becoming appropriate vehicles to limit auditor liability in Australia. Limited partners, under these Acts, have no authority to engage in corporate management or bind the limited liability partnership in contract. In addition to this, the liability of any other limited partner involved in quality control activities (including second partner review) would need to be clearly elucidated.
Other Proposals
The effect of the Corporate Law Reform Act 1993 was to amend the prohibition against companies indemnifying or insuring their officers and auditors against the costs and expenses incurred in legal proceedings (except in the case of wilful breach of duty or a contravention of s 232(5), 232(6)). 78 It has, however, been For example, Chua reports that in February 1994, the Vaux Group passed a scheme at its annual general meeting whereby the company permitted its directors to purchase insurance for the purposes of covering its auditor's liability. s 241A raises questions about auditor independence, and some of the shareholders at the meeting objected on the grounds that the company's funds should not be suggested that this option is unpopular with corporate clients, and the auditing profession is 'struggling to sell the advantages of risk sharing through a division in the cost of insurance'. 79 Interestingly, several authors have focused on the criminal liability of auditors pursuant to s 1308 of the Corporations Law (which deals with false and misleading statements) for failing to qualify financial statements which presented a distorted picture of a company's financial position. 80 However, to the author's knowledge, no auditor has yet been convicted under this provision in relation to a major corporate collapse. It has also been suggested that the adoption of administrative sanctions such as those used by the Securities and Exchanges Commission in the United States of America be used to reduce the risk of audit failure. 81 
Conclusion
There has been a marked tendency to blame the auditor for the failure of directors and senior management to adequately and properly supervise the business or even warn against unsound business decisions. Needless to say that is not part of the auditing function.
Chief Justice Rogers 82 Unequivocally the liability of auditors is a serious and polemic issue. It is clearly on the agenda of professional bodies, it is the subject of law reform inquiries and exercises judicial and legislative bodies internationally. The evidence in this paper suggests that the costs of litigation against accounting firms in recent times has reached unprecedented proportions. Accounting firms appear to face the brunt of very expensive litigation, even when their part in the events which lead to the plaintiff's losses is relatively minor. A more intermediate form of legal liability appears to be a more appropriate model in which to formulate the responsibilities of auditors -promoting responsible conduct on the part of economic players, while taking into account the commercial and economic realities of the marketplace. Consistent with some of the recent literature, it is submitted that the introduction of proportionate liability (and mandatory director insurance) and possibly a reinvention of the calculus of damages would be a sensible start to the process of change.
